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Peculiarities of Our Federal Taxes
By Will-A. Clader
“We, the people of the United States, in order to form a more
perfect union, establish justice, insure domestic tranquillity, pro
vide for the common defense, promote the general welfare and
secure the blessings of liberty to ourselves and our posterity, do
ordain and establish this constitution for the United States of
America.” So said the forefathers.
To raise revenues with which to achieve the purposes of federal
government, the constitution gave the congress power “to lay and
collect taxes, imposts and excises.”
The forefathers provided in the constitution that “direct taxes
shall be apportioned among the several states, according to their
respective numbers,” as defined therein.
In 1862 and again in 1894 the congress passed a law authorizing
the federal government to collect taxes on incomes. According to
the supreme court the income tax employed during the civil war
was not a direct tax, but it declared the 1894 act unconstitutional,
as a direct tax without apportionment. A constitutional amend
ment was later ratified by the states, and on February 25, 1913,
the sixteenth amendment became a part of the constitution, as
article XVI, which reads: “The congress shall have power to lay
and collect taxes on incomes, from whatever source derived, with
out apportionment among the several states, and without regard
to any census or enumeration.” The effective date of the first
statute enacted thereunder was March 1, 1913. After this ob
stacle was thus hurdled, the court reached the conclusion that an
income tax is not a direct tax.
Until income taxes were imposed by the revenue acts federal
taxes did not reach into the personal affairs of the people, though
in our early school days we read about the “whiskey rebellion ” in
the western part of Pennsylvania as a result of a federal excise
tax.
Prior to the passage of the sixteenth amendment, the federal
government was reasonably restrained in its expenditures. But
shortly after this taxing privilege had been granted, free spending
was inaugurated. The United States supreme court has said of
the revenue acts that they reveal in their provisions an intention
332
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to reach “pretty much every sort of income subject to the federal
power.”
The money spent by the federal government during the last
fiscal year was raised as follows from:
Personal income taxes..................................
Corporation income taxes............................
Liquor taxes...................................................
Tobacco taxes.................................................
Processing taxes.............................................
Excise taxes....................................................
Custom duties................................................
Estate and gift taxes....................................
All other taxes, fees, etc...............................

Borrowing.......................................................

7%
8
6
6
7
5
5
3
4

51
49
100

In 1920 about sixty per cent. of the federal receipts came from
direct taxes on profits and incomes. Today only about 28 per
cent. comes from this source. The advocates of direct taxation
claim that the indirect taxes which are wholly, or indirectly,
hidden from the taxpayer are a painless form of tax extraction
which has two effects. Not only do they lull the taxpayer into
a sort of sleepy security, but they are a signal to the congress to
go ahead with large expenditures. Advocates of direct taxation
believe in taxation which is so framed that those who pay are
aware of it. The advantage of indirect taxation to the taxpayer
is that he pays as he goes. With the present system of income
taxes he does not know until after the close of the year what his
tax liability is.
The income-tax unit expects to handle this year 5,500,000
returns, of which more than 4,000,000 will be filed by individual
taxpayers. Ninety per cent. of the individual returns will be
made by persons who had a net income of less than $5,000, and
of these more than two-thirds will be non-taxable. Only 6 per
cent. of the 1934 income tax was collected from incomes under
$5,000, although those incomes constituted 70 per cent. of the
total income reported in returns. The British collect 40 per
cent. of income taxes from incomes under $10,000. The largest
group of Canadian income taxpayers in 1933 was made up of
those who paid on incomes of less than $2,000.
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The present system of income taxes is an outgrowth of the cor
poration excise tax act of 1909, which imposed a tax measured by
the net income of corporations. Now people, as well as corpora
tions, are taxed. It is a long way from the 1 per cent. rate of 1909
to the present rate of 15 per cent. on corporation net incomes over
$40,000. The rates on individual incomes run from nothing to a
rate of 75 per cent. on total net income.
The revenue act of 1935 is not, like its predecessors, a complete
taxing act in itself. Some of its sections amend sections of the
revenue act of 1934, some amend the revenue act of 1926 (which
forms the basis of the present estate tax), some amend the revenue
act of 1932 (gift tax and excise taxes), and a few, such as sections
105 and 106, imposing new taxes (the new capital stock and
excise-profits taxes), supersede similar sections in the revenue act
of 1932 instead of amending the old provisions.
The 1934 act took away the privilege of filing consolidated
returns from all corporations except those which are common
carriers by railroad and their related holding or leasing companies.
There are, however, many unsettled cases under the acts prior to
1934, some of them under article 15 of regulations 75, which cover
1929 and subsequent years. This article stipulates the several
liabilities of the members of an affiliated group included in a con
solidated return. Paragraph (2) of the article reads, “Except as
provided in paragraph (b), the parent corporation and each sub
sidiary, a member of the affiliated group during any part of a
consolidated return period, shall be severally liable for the tax
(including any deficiency in respect thereof) computed upon the
consolidated net income of the group.”
In the absence of the stated exception, it seems clear that each
company included in a consolidated return is liable for the tax and
for any deficiency later asserted, so let us read paragraph (b) to
ascertain in what circumstances such liability does not apply.

“Liability of subsidiary after withdrawal. If a subsidiary by
reason of a bona-fide sale of stock for fair value has ceased to be a
member of the affiliated group, its liability under paragraph (a)
shall remain unchanged, except that if such cessation occurred
prior to the date upon which any such deficiency is assessed (other
than by a jeopardy assessment), such deficiency in the case of
such former subsidiary shall be reduced to an amount equal to
such part as may be allocable to it upon the basis of the consoli
dated net income properly assignable to it. In no case, however,
shall any demand for the payment of any deficiency be made, or
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any distraint or proceeding in court for the collection thereof be
begun, against such former subsidiary prior to the determination
by the commissioner that the amount of the deficiency can not be
collected from the parent corporation and the corporations (if
any) remaining members of the affiliated group.”
Taxpayers have contended that if affiliation ceased prior to the
date upon which a deficiency was assessed the former subsidiaries
were liable only for such part thereof as was allocable to them
upon the basis of the income assignable to them.
The bureau has contended that the parenthetical expression
“other than by a jeopardy assessment” was for the purpose of
collecting such deficiency in full from any of the former subsidiaries
if the former parent and the remaining corporations were unable
to pay.
If the bureau is correct in its construction of the regulations
that a former member of an affiliated group can be held liable for
the entire amount of a deficiency assessed after the parent has
sold the stock to another company, just by issuing a jeopardy
assessment, it seems to me the author of the regulations would
have stopped with (a) of paragraph (b) which provides that the
liability of each subsidiary for a deficiency shall remain unchanged
after affiliation ceases; or he could have stopped with paragraph
(a) with no mention of an exception.
In one case a parent, during the year, sold its holdings in a sub
sidiary which was also a parent of a group of affiliates, and the
cash from the sale entered the treasury in place of the stock sold.
Shortly after this severance of affiliation, the former parent pur
chased the stock of another subsidiary and later sold it at a profit,
these transactions occurring in the same year. The tax on the
resultant income was duly paid.
Before a deficiency was asserted, the parent company became
insolvent. Later a deficiency was asserted and a jeopardy as
sessment made upon the former parent and upon each of the
former affiliated group. The subject of the deficiency was the
profit made on the transactions after cessation of affiliation with
the group of former subsidiaries, to which such subsidiaries in no
wise contributed.
Unfortunately, neither the bureau nor the taxpayers seem to
desire to run the risk of a test and the deficiency was com
promised and the former subsidiaries paid. If the bureau is
correct in its position, no buyer of the stock of a company in
335
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an affiliated group, particularly at any time in a taxable year other
than on its last day, could afford to assume unknown liability,
through his stock ownership, for income tax of the seller on trans
actions after the affiliation ceased.
Before any income can be freed from taxation by means of
deductions there must be an applicable statute to permit it.
(New Colonial Co. v. Helvering, 292 U. S. 435, CCH 9048.) The
expenses to be deductible must be incurred in doing the ordinary
and necessary things the taxpayer’s business requires to be done
to make it function as such. (Motion Picture Capital Corp. v.
Commissioner, CCA, Jan. 6, 1936, CCH 9048.) Examining
officers are disallowing deductions to a greater degree today
than ever before, on the ground that they are not “ordinary
and necessary” expenses incident to the conduct of the business.
A taxpayer who keeps his accounts on the accrual basis must
ascertain when a state tax accrues as a liability in order to know
in what year he may deduct it in his return. It is possible for a
tax to be payable in and applicable to a year subsequent to that
in which it is deductible.
The federal capital-stock tax is deductible in the year in which
it accrues, and the bureau ruled that the tax for the year ended
June 30, 1934, as imposed by the 1932 act, although it was
repealed by the 1934 act and not paid, accrued on July 1, 1933,
and was deductible in 1933. Examining officers adjusted returns
accordingly.
Treasury decision 4422 caused considerable concern to cor
porate taxpayers when it was issued. In the administration of
this ruling, respecting depreciation deducted in a return, the
bureau has shown a lenient attitude if the taxpayer submits full
information, though not in the form specified in TD 4422. My
experience, however, is that a depreciation schedule compiled in
compliance with the requirements of the bureau is helpful to the
taxpayer in accounting for fixed capital and depreciation thereof,
aside from its relation to taxes.
The regulations provide that losses claimed on the normal re
tirement of depreciable assets included in groups of items, when
depreciation is based upon the average life of such assets, are not
allowable but shall be charged to the depreciation reserve account.
If there is no change by the bureau, depreciation thus computed
in accordance with TD 4422 will enable the full cost of the prop
erty to be recovered.
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When property is disposed of by causes other than normal, the
loss is deductible in the current year, subject to the limitations
provided in the act upon deductions for losses, but the limitations
provided in section 117 with respect to the sale or exchange of
capital assets have no application to losses due to the discarding
of capital assets. It will be to the immediate benefit of taxpayers
to be able to show that retirements are not normal, if that is the
case.
It is a bad law that makes waste profitable. The capital-loss
limitation can make it desirable to destroy instead of to save. A
building costing $15,000 (net of accrued depreciation) could be
sold by a corporation to some one who could use the lumber for
$1,000. The loss would be $14,000, but only $2,000 thereof could
be claimed as a loss in the tax return (in the event of no capital
gain) reducing the tax $300. It would be more economical to
burn the building, take the abandonment as a complete loss and
reduce the tax by $2,250, resulting in a saving of $950. On the
other hand, by a mere bookkeeping device the sale could be
effected and the full loss taken. The taxpayer could write down
the property on the books to the salvage value, as required by the
present regulations (Art. 23 (e)-3), and show by his records that
the asset was determined to be practically worthless. He could
sell it later for the salvage value, as junk, showing two transac
tions, though they may occur in the same year or even almost
simultaneously. It is to be expected that the bureau would not
consider this a ‘ ‘ sale or exchange” on which the capital-loss limita
tion would be applied. Certainly it should not do so.
Title to property must cease before loss is allowable. Aban
donment alone may not void title. The taxpayer familiar with
the regulations will be able to show by his records that the sale
is not a commercial one but is a mere disposal arrangement.
The deciding factors are cessation of usefulness of the asset and
the record of write-down. An ignorant taxpayer would probably
be taxed, as ignorance of the law is no defense. The bureau will
not reframe the transaction for him.
This brings up the question of tax avoidance. It is not im
proper for the primary motive in carrying out an arrangement to
be tax avoidance. Justice Sutherland, in a recent opinion, held
“the legal right of a taxpayer to decrease the amount of what
otherwise would be his taxes, or altogether to avoid them, by
means which the law permits, can not be doubted.” But who
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wants to be compelled to go to the supreme court to clear him of
fraud charges? “Intent to evade tax” or wilfully to defeat the
tax is a crime. However, a taxpayer who deliberately made a
fraudulent return, which would not have resulted in a tax if cor
rectly prepared, is not punishable. I know of a return containing
wilful misstatements which were made because the taxpayer
ignorantly thought it sustained a taxable net income. When the
corporation changed owners a deficiency notice was received, and
it was discovered that legal deductions to which it was entitled
had not been taken. No tax resulted, and the guilty treasurer
was never even accused of the fraud which he thought he per
petrated.
There is an old supreme court decision which enunciated the
oft-quoted principle that “. . . if a device is carried out by means
of legal forms, it is subject to no legal censure.” But we fre
quently see decisions resting on the substance and not the form.
Only recently the circuit court of appeals, fourth circuit, stated:
“Such admitted facts plainly constitute a plan—not to use the
harsher terms of scheme, artifice or conspiracy—to evade the pay
ment of the tax. . . . The sale of the stock in question was, in
substance, made by the respondent company, through the stock
holders as agents . . .” (CB XV-1, p. 11).
The bureau will not recognize gain or loss from the trading in of
automobiles for business purposes, together with cash for new
automobiles to be used for like purposes, apparently relying upon
section 112 (b) (1) of the act. The regulations state: “No gain or
loss is recognized if (1) a taxpayer exchanges property held for
productive use in his trade or business, together with cash, for
other property of like kind for the same use, such as a truck for a
new truck, or a passenger automobile for a new passenger automo
bile to be used for a like purpose.”
In corporate accounting covering cost of automobile operations,
the annual depreciation in the year in which an automobile is
“traded-in” is adjusted up or down to reconcile the depreciated
cost to the “trade-in” allowance. This is the practical and
equitable method.
The bureau has refused to allow this sensible accounting to be
used in income-tax deductions for automobile expenses. In addi
tion to applying an arbitrary rate of annual depreciation, and
ignoring the taxpayer’s actual experience in automobile useful life,
the bureau will add to the cost of the new car the undepreciated
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amount of the old. Thus, if a taxpayer followed the bureau’s
rule, he would find his automobile equipment account reflecting a
ridiculous and absolutely incorrect condition:
Cost of old automobile...........................................................................
Less depreciation for two years allowed by bureau at 20% a year,
on a five-year life expectancy.........................................................

$2,100.00

Depreciated value...........................................................................
Cost of new car............................................................... $2,500.00
Less allowance on old car (traded in).........................
690.00

$1,260.00

Cash paid for new car............................................................................

1,810.00

New car—the actual market value of which is $2,500.........................

$3,070.00

840.00

This car would, therefore, be on the books at $570 in excess of
its actual purchase price. The excess of course is the loss on the
old car.
On the other hand let us suppose that the corporation depre
ciated the car, according to its life-experience table which is, say,
three years; therefore, the depreciated value on the books was
$700. It adjusted the annual depreciation by the difference of
$10 between the books and the trade-in value and recorded the
new car at its actual cost of $2,500. To complicate the matter
further, the depreciation had been charged on the books to a
clearing account, “automobile expenses,” and the entire expenses
were apportioned on the basis of the purposes for which the auto
mobiles were used. Many of the property accounts were charged
with a portion of the automobile expenses, so it is readily seen that
it would be difficult to unscramble the depreciation included in the
charges and adjust the return. If the bureau allowed the depre
ciation on the basis of the taxpayer’s accounting system con
sistently maintained, the government would lose nothing in the
end.
The importance of calculating the depreciation deduction as ac
curately as possible and claiming in the return the amount “al
lowable” is brought to attention by a recent bureau ruling.
(XIV-50-7853, IT 2944, p. 4). The bureau was asked whether
the depreciation claimed on an income-tax return which had been
accepted by the bureau constituted depreciation “allowed” for
the purpose of adjusting the basis to be used in computing gain or
339
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loss, depreciation exhaustion or obsolescence in subsequent years
controlled by the revenue acts of 1932 and 1934.
Sections 113 (b) and 114 (a) of the revenue acts of 1932 and
1934 in effect provide that the basis for such purposes shall be ad
justed for exhaustion, wear and tear and obsolescence to the extent
allowed (but not less than the amount allowable) for any period
since February 28, 1913. It was held that the word “allowable”
designates the amount permitted or granted by the statutes, as
distinguished from the word “allowed ” which refers to the deduc
tion actually permitted or granted by the bureau. The amount
“allowable” is the minimum for adjustment purposes; the
amount “allowed” serves to measure the adjustment only when
the amount exceeds what is allowable.
Depreciation claimed as a deduction in a return which has been
accepted by the bureau is the amount “allowed” for that year.
The amount thus allowed for any year may be adjusted to the
amount “allowable” at any time within the statutory period ap
plicable thereto for purposes of computing the proper deduction
for such year and of adjusting the basis. The statute, however,
requires adjustment of the basis to accord with the amount
“allowed” or the amount “allowable,” whichever is greater, ir
respective of any statute of limitations applicable to the year of
deduction.
Capital gains and losses of individual taxpayers are now subject
to certain allowances for the length of time the assets were held,
calculated at prescribed percentages of gains or losses. The de
ductible capital loss is limited to $2,000, plus so much of the capi
tal gains as must be included in gross income. Thus if one sold in
1935 capital assets which resulted in taxable profit of $6,000 and
had a recognized capital loss of $8,000, he would report $6,000 as
income and deduct the sum of $6,000 and the $2,000 allowable
losses, or $8,000. If the net profit was $6,000 and the recognized
loss was $24,000, the deduction would be $8,000, and the taxpayer
would get no benefit, in any return, of $16,000 of his excess of
$18,000 of 1935 capital losses over his 1935 capital gains.
The graduated percentage of reduction of capital gains and
losses does not apply to corporations, but capital losses sustained
by corporations are deductible only to the extent of $2,000 plus
the taxable gains.
In December last, some brokers informed their clients that
stocks on which profits were taken could be repurchased immedi340
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ately. In that way a higher basis for a subsequent sale would be
established. For example, suppose one had a capital loss of
$3,000 and had no profits from the sale of capital assets—the law
permits him to deduct only $2,000, and he loses the benefit of
$1,000 of the loss. One owns stock costing $15,000, which he can
sell for $16,000. He therefore sells the stock and reports a gain of
$1,000 against which he can deduct the aforesaid loss of $1,000.
He buys back at $16,000 the stock he sold, which increases the
cost he may use when he eventually sells such stock. This is sup
posed to be desirable in a rising market: (a) to offset capital
losses otherwise unavailable, or (b) to apportion profit between two
years and thus keep the surtax down in the lower brackets. Such
transactions have not yet come under the scrutiny of the bureau.
The question always is whether the transaction under considera
tion is in fact what it appears to be in form. In the Gregory case,
it was held that the intent or purpose (the substance) controlled
even though the form was observed. There “what was done”
was to comply literally with the terms of the statute. The court
gave attention to “what the parties intended to do.” Upon as
certaining that the parties did not effect the transactions intend
ing to accomplish normal business purposes the court concluded
that the prescription of the statute was not satisfied.
There has not been any clear standard for the application of the
general rule of “form” and “substance,” though there has been a
fairly consistent recognition of the general rule. The rule as
stated is that mere forms have no significance, but the substance
of the transaction must control. It is also consistently recognized
that legal forms are in themselves things of substance which can
not be disregarded if actually employed in good faith. The dis
tinction is between a mere artifice or subterfuge, which does not
represent an actual legal transaction, and a formal act.
The act of 1935 provides that no gain or loss shall be recognized
in a taxable year beginning after December 31, 1935, upon receipt
by a corporation of property other than money distributed in liqui
dation, begun after August 30, 1935, if the corporation receiving
such property was on August 30, 1935, and has continued to be at
all times until the liquidation in control of the other corporation.
If the controlling corporation receives property and money, the
gain, if any, will be recognized to an amount not in excess of the
money received, but no loss from such an exchange will be
recognized.
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The 1935 act changed the rates on corporate earnings for tax
able years beginning after December 31, 1935. Thus a corpora
tion whose taxable year began December 1, 1935, would be taxed
at the old rate of 13¾ per cent.
The social-security act imposes a federal tax that goes all the
way down to the bottom of the economic scale, taking toll from
persons who work for wages, no matter how low. It is an excise
tax on employers computed on the size of the payroll—a payroll
tax and a pay envelope tax. There are, in fact, two different
payroll taxes on employers, (a) the unemployment compensation
tax and (b) the old age benefit tax. The third tax is an income
tax on all wage earners levied directly on their pay envelopes, for
old age benefits.
The unemployment compensation tax begins with 1 per cent. of
the payroll and began to accrue January 1,1936. It will be 2 per
cent. for 1937 and 3 per cent. for 1938 and thereafter. The oldage-benefit tax on employers begins at 1 per cent. for 1937, then
rises by triennial jumps of
per cent. until it, too, reaches its 3
per cent, maximum in 1949. Then and thereafter employers will
pay 6 per cent, of their payroll in excise taxes for social security.
This includes tax on the salaries of the highest executives. A social
security act for the benefit of employers seems not in the offing.
The tax on the pay envelopes of wage earners is to be deducted
from the wage or salary every pay day. The rate is the same as
the tax levied on employers. It applies to wages or salaries
below $3,000 a year.
A case decided February 10, 1936, in the district court of the
United States for the western district of Kentucky is attracting
wide attention.
The court held that an erroneous declaration of value on an
original capital-stock tax return for 1933 could be corrected by an
amended return if filed before an excess-profits tax return is due.
It held further that the value of the capital stock declared in the
original return (which was its book value) was so understated as
to constitute no declaration of value in fact. (Oertel v. Collector.)
This decision will, I believe, have a far reaching effect in future
tax litigation. I quote from it for the information of those who
have not read it.
The collector contended that the declaration of value in the
first return can not be subsequently amended; therefore a mis
take, if made, can not be corrected.
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The taxpayer contended that the act does not permit an ar
bitrary declaration of value by him, and if the declared value in
the original return is untrue, it may be corrected.
The court said:

“To justify a tax, the necessary basis of fact must exist to in
voke the taxing power to impose it. The congress can make law
apply to the facts; it can not make facts apply to the law, nor can
it delegate power to a taxpayer to do so. Many things are im
mutable and one is a fact; there is no power to change it. Dis
putes often arise as to what constitutes a fact, but the truth itself
is indisputable.
“The act here in question measures the tax according to the
value of the capital stock of the corporation. The taxpayer is
authorized under the provisions of the act to declare the value,
but this can not be arbitrarily done; there must be a basis in fact
for its conclusion. If the act authorized an arbitrary determina
tion, it would be void for uncertainty. A statute which either
forbids or requires the doing of an act in terms so vague that men
of common intelligence must necessarily guess at its meaning and
differ as to its application violates the fifth amendment.
“If the above statute is construed as contended by the de
fendant, that the taxpayer can fix and declare the value of its
capital stock regardless of underlying facts, it is void. If ‘ value’
as used in the act is given its ordinary and accepted meaning in
the sense there used, it is a valid exercise of taxing power. . . .
“A naked valuation is an anomaly in tax law. . . .
“If the act here in question is construed to raise a conclusive
presumption that the tax is to be levied on the declared value of
the taxpayer, regardless of the actual value, it is violative of the
fifth amendment.”
The court gave an illuminating explanation of what is value.

I believe we may reasonably expect to see this decision quoted in
any tax case in which value is a factor.
Some of the changes in the revenue act that have been suggested
recently (before taxes have been collected under the 1935 act) are:
discard all federal corporation taxes under the present tax laws
(including the capital-stock and excess-profits tax under the 1935
act); enact graduated taxes on undistributed corporate earn
ings; increase tax on corporate dividends received by individual
taxpayers, by removal of the section in present tax laws which
exempts corporate dividends from the 4 per cent. normal tax;
enact legal processing taxes.
Earned surplus as used in corporate accounting is a balancesheet account to measure the excess of the assets over the liabili
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ties and capital contributions. It is the difference, of course, too,
between the sale of products or service and the cost of producing
and selling the product or rendering the service.
The idea of the proposed tax on corporate earned surpluses is to
force corporations by a penalty tax on surpluses to pass on to
stockholders all their earnings so that the stockholders can be
taxed for these profits as personal income. This plan can not be
intended only to prevent the piling up of surpluses beyond pru
dent requirements, because there is already imposed in the revenue
act a surtax in the nature of a “penalty” upon any corporation
“formed or availed of for the purpose of preventing the imposition
of the surtax upon its shareholders or the shareholders of any
other corporation (a parent corporation, for example) through the
medium of permitting gains and profits to accumulate instead of
being divided or distributed.” The rate is 25 per cent. of the
amount of the adjusted net income not in excess of $100,000, plus
35 per cent. of the amount of the adjusted net income in excess of
$100,000. At present, though, where the major portion of the
assets represented by the surplus are used in the business, such as
land and buildings, that fact would tend to show that the cor
poration was not availed of for the purpose of surtax evasion by
its stockholders. The present law is not intended to prevent
reasonable accumulations of surplus for the needs of the business.
Further a special surtax is imposed upon the undistributed
adjusted net income of personal holding companies as defined in
the statute.
At the present time corporate earnings are heavily taxed.
With surtax rates on individuals as high as 75 per cent. and 15
per cent. on corporate net income over $40,000, they may be taxed
at approximately 82.75 per cent. A stockholder with a net income
of $3,400 all from dividends, though free from any income tax on his
personal return, may have paid 15 per cent. income tax on $4,000,
or $600, through his corporation, while a taxpayer with $3,400 in
come from sources other than dividends would in no instance pay
more than $82.40, or 2.4 per cent. This gross inequality seems un
just and probably it is in some instances. The only way it could
be overcome would be to free the corporation from any income tax
at all and to tax the stockholders on their interest in the earnings;
but because the tax on individual incomes is not at a fixed per
cent. but at increasing percentages for various parts of the income,
the complexities are prohibitive, so this suggestion could not be
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adopted. Before the din of the discussion in Washington is
quieted we may find ourselves returning to an excess-profits tax on
corporations, similar to that with which we labored during and
immediately after the world war.
There are decisions of the supreme court holding that where the
power to tax is conceded, the motive for the exaction may not be
questioned. (U. S. v. Constantine, Dec. 9, 1935, XIV CB 52, p.
26.) It is for us, therefore, to consider only the effect the sug
gested change in taxes on corporations would have on business.
“When the requirements of income-tax law run contra to, or
are inconsistent with, a corporation’s existing obligations to its
creditors, they violate sound fiscal principles.” Thus a writer in
the New York Times (March 22, 1936), calls attention to how the
proposed tax upon undistributed earnings could impose. con
ditions which would prevent a corporation from complying with
its previously made covenants in its bond issue.
Bond indentures frequently require that, in addition to a fixed
sinking fund, an additional sinking fund shall be erected, based
upon available earnings calculated in accordance with a pre
scribed formula. The practical effect often is that dividends can
not be paid upon capital stock of the issuing corporation until the
bonds are retired. Some indentures require the maintenance of
specified ratios of the amount of liquid assets to the liabilities, in
the absence of which dividends shall not be paid.
I can not believe that our government of the people is going to
say to the people, “Default on your contractual obligations to
your creditors; distribute your earnings to the stockholders; do
not pay your debts; otherwise we will levy a penalty tax upon you
for failure to do an act made illegal by terms of the indenture of
bond.”
Definiteness of meaning is given to the revenue acts by treasury
regulations. So we would like to believe. The increasing num
ber of cases appealed to the board and the courts, however, must
indicate that the meaning has been a matter of conjecture by
lawyers and judges since the enactment of revenue acts.
In the interpretation of taxing statutes, a doubt is generally re
solved in favor of the taxpayer and against the government,
particularly where the doubt involves the meaning of words.
But the examining officers of the income-tax unit of the bureau
of internal revenue decide most doubts in favor of the govern
ment, probably because they know the taxpayer can go to the
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internal revenue agent in charge, the income-tax unit in Washing
ton, the technical staff of the bureau, the board of tax appeals,
the circuit court of appeals, and finally to the United States
supreme court.
A general feeling prevails that it is useless and a waste of time
to appear before the internal revenue agent in charge in protest
to an asserted additional income-tax liability. Experience often
indicates that this feeling is justified, for too frequently in the
face of conclusive evidence that the examining office erred in his
findings, often assumptive, the case is forwarded to the income-tax
unit in Washington without change. Then the matters involved
have to be discussed all over again. Some taxpayers believe
that the best body with which to settle cases is the technical
staff.
The technical staff has been called the “Hard bargain section.”
It drives the hardest possible bargain with the taxpayer. The
former special advisory committee seemed to be actuated by a
desire to settle cases correctly, and it settled a great many of them.
Now if a taxpayer does not want to pay a large portion of the tax
that is claimed, the case must be taken to the board.
The burden of proof is upon the taxpayer. In a case before the
board which would result in a refund if the taxpayer’s contentions
were sustained, counsel for the commissioner refused to acknowl
edge that the tax had been paid. Fortunately taxpayer’s counsel
had the cancelled cheque with him, so did not lose his case.
The act provides that “the commissioner may grant a reasonable
extension of time for filing returns” but that “no such extension
shall be for more than six months.” The authority is delegated to
the collectors of internal revenue. Some collectors were reluc
tant this year to grant extensions, and in some sections of the
country they refused to do so. It seems to be appropriate here
to call attention to the efforts of the American Institute of Ac
countants to encourage business to adopt a natural business year.
The adoption by business of such an accounting period would re
lieve the bureau of the present congestion at March 15th, and it
would enable business to receive from public accountants prior
to filing the return a more thorough consideration of tax problems
than is now possible. In this movement the accounting officers
of corporations can be of major assistance.
With transactions under the early revenue acts still the subject
of pending legislation, any one who tries to explain federal taxes
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is like an explorer of a labyrinth. Such a venturesome person
gets lost among the side paths and blind passages with which
the subject abounds.
Our government is of the people, for the people and by the
people. Federal taxes are imposed by laws enacted by the repre
sentatives of the people. We must pay them, probably in larger
amounts in the future than in the past to provide cost of
government, which is about one-third of the total income of the
nation—that is, we all work for four months of each year for
the government, without pay. May we have the courage and
the wisdom to insist upon reduction in cost of government and a
consequent reduction in taxes, for reduction in cost of government
and a consequent reduction in taxes will increase real wages. We
can not believe in high taxation and a high standard of living at
the same time. Government must tax the citizen, but it must
not rob him. Chief Justice Marshall long ago pointed out that
“the power to tax is the power to destroy.”
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